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To implement pass-throughs, Corning and Scientific

Atlanta suggest that a cable system's per channel rate be

adjusted to recover capital investment in advanced

technology. The cable operator would thus be allowed to

calculate its capital costs of system improvements, much like

Schedules A and C call for currently as to operator's

equipment costs. 42 The cable operator could be required to

apply straight-line depreciation over the life of the plant,

with allowances for plant under construction, debt service,

and a reasonable rate of return on the capital investment.

When seeking to raise rates on this basis, the cable operator

would be obligated to present its underlying calculations and

rationale to the reviewing body upon request.

A decision permitting cable operators to recover capital

costs in this manner would serve three critical interests.

First, it would sustain cable's means for investing in the

technology required to deliver better services to

subscribers. Second, it would thereby advance fundamentalitwould

and

an already overburdened FCC

from becoming enmeshed in unnecessary cost-of-service

proceedings.

42 Report and Order app. A and C.
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For the foregoing reasons, Corning and Scientific-

Atlanta urge the Commission on to reconsider its treatment of

capital investment in system improvements and to allow such

costs external treatment under its price cap mechanism.

Respectfully submitted,

CORNING INCORPORATED
SCIENTIFIC-ATLANTA, INC.

By: fJJJfh /J (t;.,.,
Richard E. Wiley
Philip V. Permut
Peter D. Ross
Rosemary C. Harold

of
WILEY, REIN & FIELDING
1776 K Street, N.W.
Washington, D.C. 20006
(202) 429-7000

Their Attorneys
June 21, 1993
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ESTIMATm IMPACf OF UTE RB-IlEGULADON
ON CABLE TELEVISION CASH FLOWS AND

CAPITAL EXPENDITURES

I. BACKGROUND OF 11IE ANALYSIS

The Cable Competition and CoMumer Protection Act of 1992 serves as the foundation for the
iBIpoIitioD of rSlewed replawry oversight of tile cable television industry by the Federal
eo-unications ColllDliuioa (FCC). AlthouP rate re-reaulition is only one element of the new
replltDry framework, it hu .....«1 a high level of inter_ in DUmeroUS public forums, with
projeetioRs that tile revenue stteaIIIS of cable operators could be reduced by as much as $1.0 to $1.5
billion dollars aanually. FurtINnDore, the FCC h. est-" that as much as 75" of all CATV
systems will be required to reduce their rates by as much II 10", unless a cable operator is already
char&in& rates that are at the Rcompetitive beDchmarkRlevel calculated by the FCC or if the cable
operator can justify higher rates based on costs of service provision.

FoIlowina the eoactmeDt of the 1992 Cable Act, the FCC entered a six month study and comment
period, die result of which w. a peke cap regulatory model for the industry based upon RbeDchmark
raIteI of cable systems subject to effective competition. R The new FCC regulations are expected to
have the effect of roIlina back: cable TV rates. The rollback will have two components, and will apply
to b.ic, expanded basic and ancillary services, such as installation charges and equipment. The major
components of the rate rollback include:

First, any rate increases since September 30, 1992 will be nullified
Second, the rollback is expected to reduce rates from the September 30, 1992 level by
approximately 10 percent

In addition to the obvious impacts on revenue streams of the above regulations, the FCC I S rules are
also expected to have a negative impact on the generation of cash flow and cash flow growth of most
cable television operators. Since cash flow generation is the primary means by which cable operators
.... able to secure financing fur system expansions and upgrades and pay debt service, the ability to
iIlvllt II well II the borrowing capacity of cable operators may also be impaired as a result of the
decline in revenues from the rate regulations. Finally, the impairment of cable operators I ability to
g__ate cash flow from operations and to secure additional financing would also impact their ability,
&ad williDpess, to undertake significant capital expenditures for network upgrades, network expansion
aDd the provision of new capabilities such as interactivity.

'The followina analysis provides an assessment of the cash flow impact of the 1992 Cable Act and the
rules by which it is beina enacted on a subset of representative cable operators. Furthermore, the
....ysis will extend to evaluating the impact of reduced cash flow generating capacity on the capital
expenditure patterns of cable operators in recent years.

- 1 -



D. DESCIUPI10N OF 11IE ANALYSIS

As deIcribed above, the overall objective of the aDIIysis is to evaluate, for a representative sample of
cable openton, the impIct that the imposition of the rite re-replation rules would have had on the
cub flow leneration aDd ability to support capital expellditurel if these rules had been in place over
die I_ several years (1990 to 1992). Thill8llyais was OOIIItrUcted with aetuaI fiDancial data from
several repreMlltative cable COIIIpIDies, which were agnpt.ecI to provide IDOre of a "composite" view
of the cash flow aDd capital expenditure impacts. The sections below outline the key elements of the
analysis.

The lBII)'Iis is bII8d upon the aetuaI financial data of three cable operators for which public
iDformatioD is available. As sIaoWD below, data from the three companies was auregated so as not to
..iINte CIIh. flow aDd/or inveltlDeOt effects to particular companies. Criteria utilized to select the
I8IIIpIe of three compaaiel iDcIude company size, business concentration in the cable television
iBdustry, and company financial position as follows:

The sample of three cable television companiel was selected according to number of
suMcribers aDd rev.. levels. In total, over six million basic subscribers are represented
directly by the compuies within the sample iDcluded in this analysis. Companies with
similar subscriber bales to those within the sample represent over two-thirds of the basic
aubscribers of the top 100 cable system operators in the United States. Individual company
size within the sample ranged from one to three minion subscribers.

Companies were selected for which the primary business was the ownership and operation of
cable television systems. This selection criteria was established to isolate the impact of re
replation on cash flow and capital investment on cable operators specifically, as opposed to
entities for which cable television was only a part of a more diversified set of business
activities.

Companies of differiDJ financial position were selected utilizing the measures of cash flow
debt service coveraae and debt leverage as measured by debt balances relative to cash flow
pneration. In fiscal year 1992, companies in the sample included in this analysis achieved
the following financial relationships:

Total debt coverage
Total Debtlcash flow (EBITDA)

1.5X
7.1X

For each compauy in die sample pool, the actual financial results for fiscal years 1990 to 1992 were
c::ompared to thole results that would have likely been achieved under the revenue adjustments
estimated by the FCC uDder tile rules of the 1992 Cable Act. The analysis compares the pre-regulation
rev__, operating marlins aDd cash flow available for capital expenditures, to estimated post
replation revenues, operating margin and cash flow available for capital expenditures that would have
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been achieved UDder the repilled environmeot, holding all other factors constant. After evaluating the
"pre-rep1ation" and "poat-replation" cash flow available for capital expenditures for each company
individually, the individual financial results were consolidated to show the impact on an aggregate
basis.

The _yail is iDtended to be illUlttltive of the likely CIIh flow and capital investment impacts upon a
COIDpOIite of "typical" cable operators over a three year period (1990 to 1992). Several simplifying
aIIUIDptioDs were utilized within the analysis which are described below:

The lDllyais ..IU_ that the rate r"ation rules of the 1992 Cable Act were put in place at
the beciDRiJag of fiacaI year 1990, and is Ulustrative of the likely cash flow and capital
ex.pellditure impact of those rules over the period 1990 through 1992.

The lDIIysis usumea that basic service rated would be reduced by 10%, consistent with the
estimates included in the FCC's order regarding cable rate regulation

Pre-replation operating relationships such as cash flow, operating margins, depreciation
rates, etc. are a function of the actual financial results of the three companies included in our
aureaated industry "composite"

ReveDUe sources and distribution are consistent with general cable television industry
averages as follows:

Revenue Class 1990 1991 1992

Basic/CPS 60% 62% 62%
PremiumlPay Services 30 28 27
AncUlary Services 8 8 9
Advertising -.1 -.1 2

Total 100% 100% 100%- - -
Rae iacrOlle8 on basic/expanded basic services enacted since September 30, 1992 were
assumed to be S%.

The September 30, 1992 rates for basic/CPS were reduced by 10% to reflect the FCC's
estimated impacts of rate re-regulation on the prices of these services. The resulting rate was
rolled forward by I.S~ to capture the estimated impact of inflation since September 30,
1992; the inflation adjustment is allowed under the FCC rules on rate re-regulation

For the purposes of this analysis, it has been assumed that once rates had been adjusted to
reflect the impacts of the cable rate regulation rules in the first year of our analysis, the
FCC's price cap mechanism would be instituted for basic services. In this analysis, it has
been assumed that the price index that would be applicable to basic tier services would
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iIlereue basic tier revenues by 3~ per year in 1991 and 1992. All other revenue streams
baYe heeD held constant.

Ancillary service rev..es usociated with installation and equipment have been assumed to
be reduced by 33" (in 1990) in accordance with unbundling of equipment rentals and
adoption of feea based on cost of providing equipment and installation services. In
succeedine years, lDCillary service revenued are assumed to grow at 3~ per year.

The ....ysil excludelany coasideration of the potential impacts of cost of service filings onr. changes to various cable television system operators

AU adler factDn reflect actual results for the cable companies represented in our aureaate
for the period 1990 to 1992.

m. IMPLICATIONS OF 1HE ANALYSIS

AI stated above, one of the iRteDded results of the 1992 Cable Act was to reduce rates to the cable
CORIUm« uDder the assumption the required rate reductions should not hinder the ability of the cable
televilioll iBdustry to continue to provide quality services to consumers. Furthermore, the anticipated
reeuk of the Idoptioo of regulatory rules implenleatiDa the Cable Act was a net reduction in cable
iIICIuItry reve8tlll of between $1.0 and $1.5 billion dollars. However, implementation of the rules
UDder the Cable Act will also produce a reduction in cable company cash flow, which will reduce the
funds from opentions cable companies have available to support system maintenance, upgrades,
expansion and the introduction of new service capabilities.

This lDIIysis demonstrates that had the rules under the Cable Act been in place over the last several
years (1990 to 1992), the cash flow generating capacity and the ability of the aggregate sample of cable
television companies to undertake meaningful capital expenditure projects would have been
significantly impaired.

The analytical results which support this conclusion are summarized in the following points:

Tatial iato CODIiderltion the estimated loss of rate increases cable operators have enacted
siBce September 30, 1992, the proscribed rollback in basic and cable programming services
nteI projected by the FCC, and the preliminary industry estimates regarding the potential
revenue loss on equipmeJlt and installations, the three cable operators included in our sample
would bave experieBced an estimated 9" reduction in their revenue base jf the rate re
replation rules had been in effect duriDl the period 1990 to 1992. As shown in Exltibit 1,
the cumulative estimated revenue loss over the period 1990 to 1992 would have totaled
$552 million had the current rate re-regulations been in place.

Operltinc margins as a percontage of revenues drop by an average of six percent over the
three year period. More significantly, however, cash flow from operations is reduced by an
averlle of 22~. This 22~ reduction in annual cash flow represents almost $552 million
over the three-year period under review (1990 to 1992)
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..... paymetltl are fixed financial obli,atioDI that must be met before funding for capital
expeeditures is typically OOIIIidered. 'lbe effect of imposing the re-regulation rules upon the
composite cable company included in this analysis would bave rendered the aureeate cable
company unable to meet interest payments during 1990 and substantially reduced their ability
to meet debt obligations in fiscal years 1991 and 1992 (with very little coverage above actual
iDtereat paymeot levels). lDterest coveraae was adequate to meet debt obligations under the
pre-replation sceaario in all three years included in the analysis 1990 to 1992.

As DOted in the above dilcussion, cash flow available for capital expenditures, while positive
.... the pre-repiatioD scenario, would have beeR necative in 1990, marginal in 1991 and
poIidve during 1992 if the estimated rate re-replltion impacts bad been in effect during
1990 to 1992. UDd« the pre-reaulaNd .vm-.t, composite cable CODIpuy generated
over $St2 million doll.. ia fuads available for capital expenditures during the three year
period uRder review (1990 to 1992), while" impoIitiOD oftbe estimated impacts of cable
re-roplation rules woukt have resulted in the .....Ition of neutive $10 million dollars in
fpdt available for network upend. and expwion over the same three year time frame
(1990 to 1992). Thus, the cumulative net casb flow reduction as a result of re-regulation
would bave been $S52 million (see Exhibit 1).

Furthermore, the above results ignore the effects of scheduled debt principal reductions. The
cable companies in the aareaate sample included in this analysis were large net borrowers in
fiIcaI years 1990 and 1991; borrowing was required to provide the funding to support the
level of capital expeaditures in-the pre-regulation environment. In 1992 the debt leveraae for
the cable company composite included in our analysis incorporated the effect of some debt
restrudurm, from debt to equity. Without this restructuring, funding would not bave been
available to support the level of capital expenditures undertaken in 1992. The net result is
that cash flow available for capital expenditures was less than the level of required
expenditures each year, under the pre-reJUlation scenario. Incorporating the estimated
impacts of cable rate re-regulation would have significantly exacerbated this financial issue.

The net reault of this analysis is that if the current regulatory rules were applied to a representative
COIIIpOIite of cable company data from 1990 to 1992, the composite cable company in this analysis
would have bad insufficient cash flow to finance capital expenditures. Even without the impact of rate
replatioa cable compaaies turned to the debt markets to secure financing for network upgrades and
expaasioDs. This analysis illustrates that reliance on the debt/equity markets to offset the impact of the
estimated reduction in revenues from cable re-regulation would not likely have been a practical option.

Debt covenants typically require adequate coverage of interest payments through operating cash flow
and also place limits on the total leveraae that may be assumed with a given level of cash flow.
Commonly required interest cover.e ratios are between I.OX to 1.5X and commonly required debt to
cash. flow ratios are from 6.0X to I.OX. The analysis shows that under the pre-regulation scenario, the
composite camplBY in our analysis maintained an interest coverage ratio between 1.1X and 1.5X
durilla tile period 1990 to 1992 (see Exhibit 3). Debtlcash flow coverage over this same time period
raDJed from 8.6X to 7.IX in the pre-regulation scenario, as shown in Exhibit 4.
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Tbe post-repladon scenario illustrates the impact that woukI have occurred if the cable re-reMUlation
rules had beeIl iD effect dutiDll990 to 1992. The COBJIi!e 9OJDP!IlY included in this gYlia would
DOt have lIMIt dae "ell cov reguirementl in 1990; i.'.• lIle composite company would have
achieved • iDt«eIt cov ratio of less than l.OX (8. ",It 3.) Ignoring other potential forms
of fiDanciDa the composite company would bave been in default of its interest payments during 1990
aDd would have improved its coveraae to only 1.2X in 1992. Furthermore, debtlcasb flow ratios range
froID 12X to 9X; well in _au of typically required ratios (see Exhibit .). The importaDce of these
rOIUItI is dlat our compoIite cable company would bave found it extremely difficult and bighly UDlikely
to be able to have tiDanced capital improvement projecm through additional debt leverage during 1990
to 1992. The results of this aBIIyaia bighlipt that cable companies would likely bave required various
coaceuioDs from their crediton durillJ this time frame.

While the equity ...klts are alia a potential source of additiooal financing, cable companies bave not
tndidoRally relied heavily upoIl equity financing becauIe of the marketplace "cost" of equity as
COIIIpII'ed to debt financing. Because of the bigh leveraae position of the composite company, any
equity fillaacilll that could be $eCured would likely be required to be used to reduce leverage rather
thaR support additioRal capital expenditures. Given the limited use of equity financing under the pre
r.....atioIl sceRafios, the illustrated impacts of the rate re-regulation on cash flow and financial
lev"lIe would likely have reduced the attractiveness of the aggregate cable company to potential
equity investors during this same timeframe.

Furdtermore, the composite company would not bave been able to reduce other costs sufficiently to
maintain the historical level of capital spending. A significant proportion of the composite cable
company's costs are "fixed" in nature and tied to the provision of ongoing service delivery. For
example, selling general and administrative expenses, which might be considered somewhat
discretionary in nature in total only represent about one-fourth of operating costs for the composite
company.

IV. SUMMAIlY AND CONCLUSIONS

The putpOIe of dais analysis bas been to aueas wbat the effect of the FCC's estimates of rate rollbacks
would have beeIl on the ability of a sample of cable television companies to support capital
expenditurel if rate re-replatioD had been in effect during the last three years. The results of this
aaalysis demoBstrate that the cable television induatry would have experienced a significant reduction
in cash flow from the rate re-replation, wbich would have impaired significantly the ability of the
cable companies in our composite to support capital expenditures.

11le CU8lIltive estimated caall flow reduction (available for capital expenditures) whicb would have
beeR experienced over the three year time frame (1990 to 1992) is $552 million. This represents 60"
of the !2!!l capital expenditures by the companies included in the sample of cable companies included
in this analysis over the same time frame. Given the interest coverage requirements, cash from debt
service coveraae and fiDancial leverage impacts of the imposition of the cable re-regulation rules on the
cable television revenues and cub flow of the sample companies used in this analysis, it would have
been exttemely difficult and highly unlikely that these cable companies could have maintained the
historical level of capital expenditures through additional financings.



Due to die above, funher impairment of cash flows over the period would potentially have come from
die II..... COlt of capital (iDt«eIt char,es) over the period. Also, a potential acceleration of debt
...aurity would likely have occurred, further impairing "free" cash flow available for capital
OXI*Mlitures.

Baled OD tile r.wts of this analysis, capital expenditurel for plant upgrades, expansion and the
poeaial iatroduction of DeW capabilities would have been reduced significantly to offset the financial
effects of die lItimlted impacts of rate regulation. given the generally fixed nature of other costs.
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Estimated Impacts of
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